
instruments. That over the counter market is huge; it 

is unknown; there are no records kept; er no regulatory 

strategies; um no information on prices during the day, 

etc. But er on the exchanges there are contracts. 

They can be traded. The exchange itself is a counter 

party to the contract. Er there are price limits 

during the day, there are margin requirements. In 

other words, there's a general market structure that 

works. 

GRAHAME THOMPSON: 

What then, is the key to the differences between the 

exchange trading systems in commodities and financial 

futures trading? 

JANE D'ARISTA: 

At the moment you have er the exchange is a floor and 

people are on that floor actually trading with one 

another. Er they write slips of paper and those slips 

of paper are given to people who then put it into a 

computer and there is a flash which shows what the 

price was at which this transaction took place. So 

that's a transparent market in that we know what is 

happening in that market. And an over the counter 

market is what the banks have been doing er for a very 

long time now in foreign exchange and that is a 

telephone market. And it is, in the case of foreign 

exchange, without er screens, without any reporting of 

er the prices of transactions. It's a very gentlemen's 

agreement type market. It's the biggest market in the 

world, the foreign exchange market per se, which is 

both spot and futures, or forwards as they're called in 

that market, and it's a trillion dollar a day turnover. 

GRAHAME THOMPSON: 

I asked Jane D'Arista why the financial futures 

contracts in particular had grown so quickly and what 

the problems with this growth were. 
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JANE D'ARISTA: 

Well, they have obviously allowed financial 

transactions er to continue. Er they have protected 

the institutions that perform these financial functions 

etc. But, obviously, they have gotten out of hand. Er 

the Bank for International Settlements in the 

International Monetary Fund have come up with some 

numbers which indicate that financial futures grew in 

from 1991 er, er in 1991 were over three trillion 

dollars globally. And that's up from two trillion in 

1990. Urn this is the fastest growing market. I think 

we always have to be concerned when we see a market 

grow that rapidly. What is shifting, why is it 

shifting there? Some of it has to do with the Bank For 

International Settlements Capital Requirements on 

Banks, which is shifting a lot of um positions off 

balance sheet in order to economise on capital. But I 

think it has become faddish and er the speculative er 

mentality has grown in all this. I think that what we 

have gotten into is a casino-like atmosphere. I mean, 

it's, it's that old Keynesian idea of, of the 

speculation as a bubble on the stream of enterprise and 

reverse that. Well, we are in the reverse situation, 

quite obviously, because of the size of these markets. 

And we have forgotten what it is to concentrate on 

speculating in an economic sense, the sense in which 

you look at the company and whether or not it will be a 

profitable company adventure, and so your investment is 

targeted toward production. 

GRAHAME THOMPSON: 

But Patrick Thompson thinks the commodities futures 

market does lead to economic efficiency. 

PATRICK THOMPSON: 

Competitiveness always translates into er the least 

possible cost. Er take for example the earlier example 

of the price of crude oil fluctuating between sixteen 

dollars and twenty two dollars. If one can smooth out 
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those peaks and valleys in market price, one can more 

effectively budget urn for the coming year. Without 

that effectiveness in budgeting, a risk factor has to 

be built into the price of anything, so what can be 

sold today economically at eighteen dollars a barrel 

potentially, might have to be priced at twenty dollars 

a barrel because the risk factor has to be built into 

the price of the commodity itself. And so the more 

closely we become to a very liquid competitive market, 

I think more closely the value charge for the commodity 

reflects the true value of the commodity and not other 

factors such as risk. 

GRAHAME THOMPSON: 

It's this question of risk that is central to the 

operation of the futures market. But does a market 

with a large speculative element lead to more risk 

rather than less? What is the reaction to this from 

the electronic futures traders' point of view? 

SCOTT: 

Does it increase risk or reduce it? I don't know how 

to answer that because there is risk if you do not have 

a publicly traded futures market, and the price is 

merely set by an oil company posting er monthly what 

their price is, you're at the mercy of that oil 

company, or that that those seven oil companies as it 

were. Er if you have a er a system where you have an 

actively traded over the counter marketplace, you're at 

risk er to what those participants do. You're always 

at risk if the price is not stable. So I'd say the 

risk, if you take the position that risk is inherent in 

business where you're dealing in prices, the existence 

of the futures market, rather than increasing the risk, 

it allows you the opportunity to manage it, even though 

you might do the wrong thing and then in retrospect say 

that it was a risky thing to do, but it, I'm not going 

to take the position that it it increases risk. 
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GRAHAME THOMPSON: 

So are there any advantages of the electronic system 

and will it eventually replace open outcry altogether? 

SCOTT: 

I think, to answer the second part first, it will 

coexist for a long time with the open outcry system. 

It has its drawbacks, it has its advantages, and we can 

talk about those, but together with the with the open 

outcry system it provides I think a more, an extra 

dimension that we didn't have before, so it will it 

will stay with us. The er .. the advantages er if you 

understand the way orders are placed, on the floor of 

the exchange, if you were in a ring with three hundred 

people screaming and shouting and you want to buy and 

er let's say you want to buy a hundred contracts, and 

lots of people want to sell them to you. All these 

people there on the floor every day and they know each 

other. All three hundred of them, they know who each 

other are, and they develop er friendships and 

alliances and enemies. Now on the, on the computer, 

the way they've designed it is that you don't know who 

the other parties are. All I can see right now is that 

er I am looking at the November crude oil, the bid is 

18.63, the offer is 18.66. And there are forty eight 

contracts that are on the bid and there are twenty 

contracts that are on the offer. So there's, there's a 

bit of an opaqueness to this. 

GRAHAME THOMPSON: 

In the financial futures market, opaqueness would seem 

to be even more endemic, and there it could create 

problems for regulation. 

JANE D'ARISTA: 

Obviously at some point the regulators are going to 

have to step in and say let's contain the growth. I 

think a lot of the growth reflects the fact that they 

have tried to stabilise the growth of the Euro-currency 
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markets, the external markets themselves which cause 

problems, both for exchange rate policy and interest 

rate policy in the national economies. But the urn, 

diversion of this speculative into the futures market 

now is, is something is that will have to be coped with 

also. 

GRAHAME THOMPSON: 

Back at NYMEX, Patrick Thompson is fairly sanguine 

about regulation of these more transparent markets by 

the American domestic regulatory body, the Commodities 

Futures Trading Commission. 

PATRICK THOMPSON: 

I think in general the financial and surveillance 

controls are more than adequate, and in fact have 

served as models throughout the world, and I think have 

drawn business to er to NYMEX because they've been 

deemed to be adequate and actually something that 

people believe are reliable in controlling any risk 

that might be inherent to participating in the market. 

Where I think we often have difficulties is to try to 

make sure that the regulator keeps itself current with 

levels of regulation that are necessary. The CFTC has 

reacted for years to make sure that the individual 

investor is protected through various surveillance 

systems that had to be in place. The fact is currently 

individual investors aren't involved in most of the 

major futures markets. It's institutions, and so the 

level of regulation should begin to try to to reflect 

the level of participation, or the type of 

participation that's in the markets. So I think 

regulation must be reviewed er every several years to 

make sure that it's providing the the type of 

protection that's necessary under the circumstances. 

GRAHAME THOMPSON: 

But things seem to be different in the much more 

volatile financial sector. 

-24-



JANE D'ARISTA: 

Well, in the United States er the absence of control 

was very apparent in the 1970s er when one major bank 

that was losing money went out and gambled the whole 

bank - I'd rather not mention names - urn at the end of 

the year and reported to the SEC, which requires 

reporting on bank holding companies, that er one 

hundred and twenty seven percent of its profit had come 

from foreign exchange trading in the last quarter of 

the year. Obviously the authorities were very 

concerned. What they were concerned about is just the 

problem you say, that management wasn't following this 

and didn't always understand the nature of the 

contracts, just as they don't understand the nature of 

the derivative contracts today. So the thrust in the 

United States was to put in methods of recording, to be 

absolutely certain that the self-regulation on the part 

of the bank itself er was in place and that is done by 

having specialised people come into the bank and look 

and see what their system is, monitor the system, 

surprise visits, etc. I should back up and say one 

more thing which is that the exchanges themselves are 

tending to move off market, in the sense of off the 

floor of the market, through such things as Globex, 

which is again an over the counter trading system 

involving, however, screens. It's like NASDAC, the, 

the way that we trade securities over the counter in 

this country now, which is very highly regulated, and 

the way you trade securities in the United Kingdom as 

well. And that is regulated, there is information, it 

is a transparent market. But the concern at the moment 

is that as the banks have increasingly begun to write 

futures and options contracts themselves for their 

customers that no-one knows with whom they're writing. 

The core problem is that these markets are opaque, that 

we do not know what is going on. We do not know the 

potential for crisis. We don't know who the counter 

parties are, how much speculation is involved, etc. 

The core problem is to make opaque markets transparent. 
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